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Dear Sankaty Credit Opportunities III Investor, 

We are pleased to report that COPs III returned 38.2% gross and 33.1% net of all fees and 
expenses in 2009. The NAV of the Fund has significantly improved off of its 2008 low to 0.72x 
net on an estimated basis. More importantly, relative to a year ago, we feel much more optimistic 
about the band of potential outcomes for the Fund given the stabilization of the economy and 
capital markets. COPs III remains on track to meet or exceed the models we presented at the 
Annual Meeting last May, and we continue to believe the Fund will return its original 
principal plus profits over the next few years. 

Market Review 

While the 2009 market rally was broad based, how and when one deployed capital made the 
difference between solid and spectacular returns. The credit markets stabilized in 2009, and after 
a tough first quarter, the leveraged loan and high yield bond asset classes posted record returns. 
The "bottoming" of the economy provided an important fundamental catalyst as it enabled the 
market to identify winners and losers. Market technicals were strong throughout the year as 
investors plowed into credit from other asset classes, coupled with limited net new supply. What 
new issuance there was almost exclusively refinanced and extended existing debt, thus no new 
net supply was created. 

Positive catalysts for the market included limited new issuance, the emergence of bond-for-loan 
take-outs, and reduced default expectations as riskier borrowers secured amend-to-extend loans 
and covenant relief. The return of some liquidity to the market improved access to capital, which 
led to a moderation in the current default rate. 

As we see it, the market and economic data remains paradoxical. While recent WSJ articles have 
reported small businesses declining at record pace, economists point to small businesses as the 
critical driver of economic growth and employment. On the consumer side, spending continues 
its steady recovery, up 3.5% over the last twelve months returning to peak 2008 levels. However, 
in February, consumer confidence dropped sharply to its lowest level since April 2009 (17 th 
percentile over the last 43 years). Further compounding the ambiguity of the current economic 
backdrop, recent reports indicate stabilizing housing prices, while others show new and existing 
home sales hitting all-time lows. On the macro side, markets continue to punish the Euro for the 
budget problems of some of its smallest economies, while they now favor the dollar in spite of 
the fact that some of the U.S.'s largest states face unprecedented budget shortfalls exacerbating 
record federal deficits. 



What we do know is that these market dichotomies often lead to pockets of opportunity. In 2009, 
we found compelling investment opportunities created by a lack of DIP financing, a shortage of 
2 nd lien financing, and a general freeze on middle market lending. Current dislocations on which 
we are focused include European loan secondaries, private placements globally, traditional 
restructurings, and restructured equities. In short, anything not liquid and/or complicated 
commands a significant premium. 

We have included in the appendix a slide pack that further elaborates our current view on the 
factors at work in the credit markets. 

Portfolio Review 

We repositioned the portfolio significantly during the fourth quarter, selling over $300 million 
holdings in order to harvest gains and redeploy the proceeds into a number of new stressed and 
distressed names. In the automotive space, we rotated the Fund out of Ford, Allison 
Transmission, Visteon, and Accuride and deployed the capital into several new private 
transactions, as well as a few stressed and distressed, including Seven Media, Veyance and 
Champion Homes. Our financial services industry team leveraged the knowledge of Sankaty's 
restructuring and middle market groups to build a large position in CIT equity coming out of its 
bankruptcy. We added to our exposure in Dockwise, a leader in oceanic heavy equipment 
transportation, by participating in a private sale of public equity owned by the controlling 
shareholders. Dockwise is a classic example of a credit informed equity investment, as Sankaty 
has been one of Dockwise' s largest lenders. We have underwritten both the CIT and Dockwise 
investments to a mid-twenties return target. 

The table below highlights the Fund's 2009 outperformance of its liquid asset benchmarks in 
both loans and bonds as well as in both the U.S. and Europe. 





2009 COPs III Liquid Credit Performance 




US 


Returns 


Loans 
% Portfolio 


Returns 


Bonds 
% Portfolio 


Sankaty 
Index 


56.4% 
51.6% 


53.9% 


148.0% 
58.9% 


26.1% 


Europe 

Sankaty 
Index 


53.8% 
48.5% 


14.4% 


125.1% 
67.4% 


5.5% 


Total 

Sankaty 


55.9% 


68.4% 


144.0% 


31.6% 



In the structured portfolio, we had a significant realization in our Winter Harbor equity 
investment in the fourth quarter. In just over a year, we generated a 1.7x multiple of money on 
the investment. The marks on the remainder of our illiquid structured assets continued to 
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improve in the fourth quarter. Some of these gains can be attributed to lower default rates, as JP 
Morgan revised its 2010 default projections even lower than previously forecasted to 2%, down 
from 4%. With default expectations decreasing, we are more optimistic than in the past year that 
the valuations of the Fund's structured investments will continue to improve. 

In our middle market portfolio, company performance has stabilized and our confidence in 
earnings forecasts has increased considerably. Cost cuts have produced higher than expected 
EBITDA levels given the sales declines we witnessed in 2009. Some of our early cyclical 
investments are starting to see a rebound in demand, while our consumer-facing businesses are 
still awaiting a recovery. Importantly, most of our companies are expecting improved results in 
2010. 

We are currently seeing a significant premium on less liquid and private opportunities. COPs 111 
has been active in this space, underwriting six new middle market transactions across three 
strategies. A recent example is Sankaty helping finance the Princeton Review's purchase of Penn 
Foster. Additionally, COPs III participated in two rescue financings of retailers with strong 
collateral coverage looking for short-term liquidity to support restructuring initiatives. Lastly, we 
purchased the senior and subordinated notes in Rug Doctor from a BDC that needed to sell assets 
and reduce its leverage. The senior debt is less than 2x levered at a 15% IRR with the senior 
mezzanine at 19-20% IRR. The Rug Doctor is a well-run business that we have followed closely 
for years and unsuccessfully bid to finance in the past. 

Outlook 

We believe that 2010 will be a classic credit pickers market. While the economy appears to have 
bottomed, the recovery will take some time, which should result in greater dispersion among the 
performance of companies with levered capital structures. Middle market and main street lending 
are still heavily constrained and present a significant opportunity. Given the number of industries 
and individual credits that we closely monitor, as well as the wide net that we cast through our 
middle market, restructuring, and industry teams, we feel we are uniquely positioned to source, 
diligence, and invest in a variety of opportunities across the credit spectrum that will continue to 
generate attractive risk-adjusted returns for the Fund. 

Attached is a snapshot of the current portfolio and our positioning. As always, we are available 
to discuss any of this information or answer any questions you may have. Please feel free to 
contact Kyle Betty ( kbcttyffisankaty.com ) or Jeff Hawkins ( jhawk i ns@sanka ty.co m) directly. 

Sincerely, 

Sankaty Advisors 
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